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FOREWORD 


In this second issue of “Baylor Business Studies”, Professor 
Emerson Henke presents a practical accounting problem and 
proposes a solution, While any proposed solution to a contro- 
versial problem such as this is calculated to evoke mixed reaction, 
the study is presented in the hope of stimulating and focusing 
thought on the problem. 


For the information of readers, beginning with this issue, 
“Baylor Business Studies” becomes a sub-series of the Baylor 
Bulletin. Since this and subsequent issues will bear the volume 
number of the Baylor Bulletin, only the serial number of the sub- 
series, Baylor Business Studies will appear, this being the second 


issue. 


Aldon S. Lang, Dean 
School of Business 
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Presentation of Financial Statements 
In A Period of Fluctuating Prices 


Although much has been written about the problem of state- 
ment presentation in times of inflation,! not a great deal has been 
done in attempting to present a workable solution to the problem. 
A study of this problem reveals at least three glaring weaknesses 


in conventional accounting procedures which are present in any 
times of fluctuating prices. They are: 


1. Lack of a common valuation base in the Balance Sheet 
and Profit and Loss Statement. 


2. Failure to distinguish between operating profits and profits 
from price fluctuation in the Profit and Loss Statement. 

3. Failure to restrict from surplus available for dividend 
payments amounts necessary to replace assets previously 
purchased for a fraction of the number of dollars at which 
they are now priced on the market. 


The first of these creates an error in the fundamental Balance 
Sheet equation, Assets — Liabilities = Net Worth. Unless the 
elements of the equation are stated in the same units the result is 
meaningless. It is true that we value each item in dollars, but 
they are not all the same dollars. The use of 1933 dollars in the 
same statement with 1946 dollars is like adding bushels and gallons 
without converting them to a common base such as quarts or gallons. 
Nevertheless, accountants, by refusing to modify established ac- 
counting procedures to correct for the difference in purchasing 


power of the dollar at different times, have — on doing that 
very thing. 


At the same time operating silent have been fallacious 
due to failure to convert a common dollar basis. Proper distinction 
has not been made between profits from price changes and bona 
fide operating profits . As an illustration, assume that a firm 
purchased in 1933 for $20,000 a fixed asset having an estimated life 
of 20 years from the date of purchase. In 1948 sales and ex- 
penses paid during the year are recorded in cheap 1948 dollars. 
During the year one-twentieth of the asset purchased in 1933 has 
been used. Depreciation Expense is recorded equal to one-twenti- 
eth of the 1933 purchase price or $1,000. If the company was 
forced to purchase the asset in 1948, it probably would cost as 
much as $35,000. Therefore the value of the one-twentieth of 
the fixed asset which has been used during this year, based on 
1948 dollars is $1,750 ($35,000 + 20). This is contrasted to the 
$1,000 which would be recorded under current accounting proced- 
ures. The company has been led to believe that it has achieved 
operating profits of $750 ($1,750 — $1,000) which really were the 
result of price fluctuation rather than operating efficiency. Certain- 
ly it is desirable for management and other interested parties 


1Broad, Samuel J., “Effects of Price Level Changes in Financial State- 
ments” N.A.C.A. Bulletin, July 1, 1948 


| 


4 BAYLOR BUSINESS STUDIES 


to be aware of how much of the reported profit is the result of 
rice change and how much is due to effective operation of the 
usiness. 

Perhaps the most dangerous result coming from conventional 
statement presentation is the failure to restrict from surplus avail- 
able for dividends an amount equal to the difference between the 
number of dollars recorded as depreciation on assets purchased 
in a time of low prices and the cost of replacing them at the in- 
flated prices now prevalent. In effect this amounts to partial 
liquidation of the business. It is obvious that a firm must maintain 
its fixed assets physically rather than dollarwise to maintain its 
operating capacity, Nevertheless when we fail to provide for 
the inflation margin in determining surplus available for dividends 
we are maintaining investment dollarwise but not physically. 


An example again can be used to illustrate the point. Suppose 
an asset was purchased in 1933 for $15,000 with an estimated 
life of 15 years from the date of purchase. Each year under normal 
procedure $1,000 would have been provided as depreciation ex- 
pense and thus excluded from profit and surplus available for 
dividends, In this way the company will have retained the $15,000 
of capital originally invested, but in 1948 the $15,000 will not re- 
place the asset which is then completely used, If it costs $25,000 
to replace the asset originally purchased for $15,000 so that previous 
capacity can he maintained, certainly it would not be sound pro- 
cedure to make all of the conventionally reported profits avail- 
able for dividends, 

Some firms, recognizing this situation, have attempted to pro- 
vide against such partial liquidation by setting aside various sur- 
plus reserves, In most instances these are established on a more 
or less arbitrary basis and do not clearly indicate the reason for 
restriction, Certainly it would be more to the point to establish 
such reserves on the basis of the calculated inflationary margin. 


RESTRAINT IN MODIFICATION OF PROCEDURE 
As stated before, this problem has been discussed at length by 
accountants. Reluctance to modify procedures has been justified 
for the most part by the following arguments.* 
1. It is difficult and expensive to obtain reliable apprais- 
als of assets 


2. Index numbers used to obtain data regarding asset 
valuation are not completely reliable. 

3. There is lack of agreement as to what should be the 
common valuation base to be used. 

4. Current procedures conform for the most part with 


principles under which income for tax purposes is cal- 
culated. 


2Peloubet, M. E., “Are We Giving Away Our Capital Without Knowing 
It?” N.A.C.A. Bulletin, July 15, 1948. 

3“Inquiry into Reliability of Index Nnmbers,” Journal of Accountancy, 
April, 1949, pp. 312-20. 
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5. Accountants in many cases lack the knowledge of 
economics which is necessary to an appreciation of the 
problem. 


If these arguments are analyzed carefully it is obvious that there 
is a sound basis for restraint. In view of these factors the author 
feels that it would be undesirable to write appraisal data into the 
formal records at the end of each fiscal period. Even though it 
would produce a more equitable tax, it is unlikely that Federal 
Tax Regulations will be modified in the near future to exclude 
srofits due to price fluctuation from income subject to taxation, This 
in itself probably is sufficient reason for keeping formal records on 
a purely historical basis. 


From the foregoing discussion two conclusions can be drawn. 
First, there is a need for some modification of procedures in the 
development of financial statements if they are to serve their pur- 
pose for management, investors and other interested parties. Sec- 
ond, there are sound reasons for the accountant to refuse to revise 
completely procedures used in formal record keeping. With these 
apparently opposed conclusions in mind, the writer has developed 
a compromise proposal for consideration, 


THE PROPOSAL 


This proposed solution is centered around a worksheet used to 
convert the historical data taken from the book trial balance to cur- 
rent dollars for the purpose of statement presentation, Entries made 
on this worksheet with one exception would not be entered in the 
formal records at all, As a means of explanation the place of this 
worksheet in statement preparation could he compared to working 
papers used in the preparation of consolidated statements, The 
use of such a worksheet accomplishes the purpose of converting 
all items to a common unit and also avoids the necessity of writing 
into the formal records valuation adjustments the absolute accuracy 
of which might be questioned. 


The adjustments on the suggested worksheet would be developed 
through use of the following procedures : 


1. Relative index numbers representing changes in price level 
of the particular type of asset being considered would be 
used for the purpose of converting fixed assets to current 
dollar values. This would be accomplished by placing the 
current index number for the particular type of asset over 
the index number for the year in which the asset was pur- 
chased and multiplying by its acquisition value. 


2. Replacement value would be used to reflect inventory on a 
current dollar basis. Perhaps the effect of this adjustment to 
inventory on Cost of Sales should also be noted at this point. 
By definition, Cost of Sales = Beginning Inventory + 
Purchases — Ending Inventory. Thus if the value of each 
inventory is adjusted to replacement value at the time it 
is taken only the price fluctuation occurring within the period 
will be allowed to remain in Cost of Sales. Since Sales are 
also made at somewhat the same rate as Purchases during 
the year, such fluctuation probably should be left there. In 
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this way Cost of Sales will be stated in approximately the 
same dollars as Sales. 


3. Depreciation of fixed assets would be recorded on a current 
dollar basis. This would be accomplished by dividing the 
current dollar value of the asset as ascertained in procedure 
1 above by the estimated life. The resulting quotient would 
be the current dollar value of depreciation for the year. 
Similarly the reserve for depreciation would be stated on a 
current dollar basis by multiplying the above amount by the 
number of years the asset has been used. 

The worksheet form also would provide separate columns for 
price variance items. In this way conventional statements as well 
as current dollar statements can be taken from it. 


When the worksheet is completed we should arrive at one 
book entry to restrict surplus to the extent that such surplus has 
been due to price fluctuation. It should be remembered that all 
other entries on the formal records will have been made on the 
basis of conventional accounting procedures. Thus conventional 
profit will have been closed to Surplus. Surplus should be debited 
and Restricted Surplus credited for an amount equal to the total 
price fluctuation in prior years based on current dollars. 

To illustrate the above mentioned procedures and the journal 
entries to be made in connection with them, the following hypo- 
thetical example has been reproduced and explained. 


EXAMPLE 

For the purpose of this example the following assumptions 

were made: 
1. Fixed assets were acquired as follows : 

1933 Land Cost $10,000 
1933 Building Cost 50,000 Depreciation base 50 years 
1934 Machinery Cost 15,000 Depreciation base 15 years 
1941 Machinery Cost 20,000 Depreciation base 10 years 
1948 Machinery Cost 10,000 Depreciation base 10 years 


2. Index numbers are based on 1935 —- 1939 = 100. 
These are index numbers based on data for land, build- 
ing, and equipment of type owned, 

1933 60 


1941 — 110 
1948 — 160 
3. Inventory values are assumed to be as follows: 
Cost Replacement Value 
12-31-47 $20,000 $24,000 
12-31-48 15,000 18,000 
4. Depreciation is computed beginning with the year after 


purchase, 


5. The proposed procedures are being adopted this year for 
the first time. 


The illustrated worksheet for 1948 follows. 
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EXPLANATION OF WORKSHEET 


The book trial balance for December 31, 1948, is taken from the 
historical books of record after recording the period’s transactions 
but before adjustments for depreciation and ending inventory. 
These book adjustments are made in columns 3 and 4. In columns 
5 and 6 we have the adjustments made which are necessary to 


change historical dollars to a current dollar basis. They are as 
follows : 


Entry A is to record the writeup of beginning inventory to 
the current dollar basis at the beginning of the year. Debit In- 
ventory Writeup, credit Surplus from Price Changes (a worksheet 
account used to accumulate the adjustments for price fluctuations ). 


Entry B is to close the added writeup of beginning Inventory 
to Cost of Sales. The treatment of this item should be exactly 
the same as has been given to the cost element of inventory in 


columns 3 and 4. Debit Cost of Sales, credit Beginning Inventory 
Writeup. 


Entry C is to set up out of Cost of Sales the writeup of Fnd- 
ing Inventory to replacement cost. This is the same treatment 
accorded the cost portion of Ending Inventory in columns 3 and 4. 
Debit Ending Inventory Writeup, credit Cost of Sales. 


These three entries enable us to state Cost of Sales in the 
same kind’of dollars as Sales. They also enable us to reflect the 
current dollar value of Ending Inventory on the Balance Sheet. 


Entry D is to record the current dollar value of fixed assets 
by the use of relative index numbers as illustrated below: 


Land $ 26,667 
tT 1933 Assets 160 X $60,000 = $160,000 Building 133,333 
60 1 
1934 Assets 160 X 15,000 = 30,000 Equipment 30,000 
~80 
* 1941 Assets 160 X 20,000 = 29,090 Equipment 29,090 
110 1 
1948 Assets 100% X 10,000 = 10,000 Equipment — 10,000 
Current Dollar Book 
Value Value 
Land Writeup $ 26,667 _ $10,000 = $16,667 
Building Writeup 133,333 —_ 50,000 = 83,333 
Equipment Writeup 69,090 -- 45,000 = 24,090 
Total $124,090 


Debit Appraisal Writeup of Land, Building, and Equipment, credit 
Surplus from Price Change. 


+ Allocation to nearest dollar 
Computations to nearest ten dollars 


* 


Entry E is to record the accumulated depreciation on the current 
dollar value of equipment as indicated below. 
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Depreciation on Building $133,333 X 15 = $40,000 
1 50 
= Depreciation on 1934 Equipment 30,000 x 14 = 28,000 
1 15 
** Depreciation on 1941 Equipment 29,090 x 2 = 20,363 
1 10 
Depreciation on 1948 Equipment 0 
Total $88,363 
Depreciation per books 43,000 
Added Depreciation on current dollar basis $45,363 
Depreciation 1948 (see below) 3,576 
Net Additional depreciation 
for previous years $41,787 
Debit Surplus from Price Change, credit Reserve for Depreciation on 
writeup prior years. 
Entry F would record additional current year depreciation on cur- 
rent dollar value of equipment calculated as follows: 
Depreciation on Building B X $133,333 = $2,667 
50 
Depreciation on Equipment 1934 1X = 30,000 = 2,000 
15 
Depreciation on Equipment 1941 1x 29,090 = 2,909 
Total ti $7,576 
Depreciation recorded on books this year 4,000 
Net additional depreciation $3,576 


This amount is apportioned to cost of sales and operating expenses on 
the same basis as book depreciation, 


Entry G would record surplus restrictions for prior years on a 
curent dollar basis, Debit Surplus, credit surplus Restricted from Prior 
Years. After recording these adjustments, resultant figures should 
be carried to their appropriate columns as shown on the work sheet. 
As will be noticed Operating Profits shown on a current dollar basis is 
$21,424 rather than $26,000 as shown by the conventional method. This 
can be explained by the following schedule: 


f Operating Profits under conventional method $26,000 
Added Depreciation on current dollar basis $3,576 
° Excess of replacement cost of inventory over 
buying cost $4,000 — 3,000 1,000 __4,576 
Operating profit current dollar basis $21,424 


... Statements can then be prepared from the worksheet data. As an 

illustration of suggested statement presentation the following balance 
sheet and profit and loss statement are taken from the worksheet data. 
** 


Computations to nearest dollar 
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X COMPANY 
BALANCE SHEET 
December 31, 1948 


Assets Cost Basis 
Current Assets 
Cash $ 44,000 
Accounts Receivable 26,000 


Inventory 


Fixed Assets 
Building 
Reserve for Depreciation 
Equipment 
Reserve for Depreciation 
Land 


Total Assets 


15,000 $ 85,000 


Liabilities and Net Worth 


Current Liabilities 
Accounts Payable 


Fixed Liabilities 
Mortgage Payable 
Total Liabilities 


Net Worth 
Capital Stock 
Surplus from Price Gain 


Earned Surplus 
Restricted from 
3948 Profits 


Restricted in 1948 
for Prior Years 


Unrestricted 


Total Libilities and 
Net Worth 


Current Dollar Basis 


$ 44,000 
26,000 
18.000 $ 88,000 


$ 50,000 $133,333 
15,000 35,000 40,000, 93,333 
$ 45,000 $ 69,090 
28,000 17,000 48,363 20,727 
10,000 26,667 
$147,000 $228,727 
$ 7,000 $ 7,000 
30,000 30,000 
$ 37,000 $ 37,000 
40,000 40,000 
81,727 
$ 4,576 $ 4,576 
41,787 41,787 
23,637 70,000 23,637. 70,000 
$147,000 $228,727 
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The balance in the Profit and Loss Summary account would be 
$26,000 as determined by conventional accounting procedures. 
Normally this account would be closed to surplus and then be 
made available for dividends. Inasmuch as the discussion has 
shown that on the basis of current dollar values only $21,424 is 
real profit from operation the following closing entry is suggested : 


Profit and Loss Summary $26,000 
Surplus Unrestricted $21,424 
Surplus Restricted from 1948 Profits 4,576 


It then would naturally follow that surplus from. previous years 
should also be restricted to the extent necessary to provide for the 
price fluctuation margin in the depreciation of fixed assets up to the 
beginning of the current year. This would mean recording on the 
books entry G from the preceeding worksheet. 


Surplus Unrestricted $41,787 
Surplus Restricted in 1948 for 
Prior Years ; $41,787 


The author is aware of the criticism which the above entries will 
invite. However, it seems more reasonable to restrict surplus on a 
calculated basis as suggested than on an arbitrary basis as is so often 
done. 


If the above entries in the formal records appear too objectionable, 
the books can be closed by the use of the conventional closing entry. 
In this case the surplus which should be left free and available for divi- 
dends would be shown only on the current dollar balance sheet. The 
surplus legally available for dividends would be shown in the parallel 
conventional statement. 


To reflect the effect of a downward trend in price level let us 
assume the following supplementary data for the year 1949: 


1. Index number (based on 1935—1939 = 100) for land, building 
and equipment of type owned in 1949 is 150. 


2. Inventory values are assumed to be as follows: 


Cost Replacement Value 
12-31-49 $25,000 $24,000 


The illustrated worksheet for 1949 follows. 
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EXPLANATION OF WORKSHEET 


The worksheet for 1949 follows the plan of the one previously 
presented for 1948 Please note, however, that since the plan had 
been in operation during the preceeding year three surplus accounts 
replace the oné surplus account conventionally shown. The new 
procedure adjustments also are made in much the same manner. 
To avoid unnecessary repetition only the procedure variances from 
the preceeding year’s entries will be explained. 


Since the replacement value of the ending inventory for 1949 
is less than the cost value the first variation in procedure is found 
in Entry C. 


At the end of 1949 Cost of Sales must be debited for the 
write-down to replacement value and an account which has been 
called Ending Inventory Price Adjustment must be credited. 
The balance in this account will be deducted from the convention- 
al ending inventory balance for the purpose of the Balance Sheet 
based on the suggested procedures. 


The current dollar value of fixed assets will be found by 
‘using the index figure 150 as the numerator as shown below. 


Land $25,000 
1933 Assets 150 X 60,000 = $150,000 Building $125,000 
60 1 
1934 Assets 150 X 15,000 = 28,125 
80 1 
1941 Assets 150 X 20,000 = 27,272 
110 1 
1948 Assets 150 X 10,000 = 9,375 
160 1 
Total current dollar value = 214,772 
Book value = _ 105,000 
Amount of writeup re- 
corded in Entry D = $109,772 


Using the same procedures illustrated in connection with the 1948 
worksheet the depreciation accumulated through 1949 based on 1949 
dollars is found to be $90,881. 

Information for Entry E is then calculated as follows: 


Total accumulated depreciation through 


1949 on a current dollar basis $90,881 
Depreciation recorded on books through 1949 48,000 
Depreciation on writeup $42,881 
Depreciation on writeup for 1949 (See 
explanation of calculation below) 3,040 


Depreciation on writeup prior years $39,841 
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Entry E is then made debiting Surplus from Price Change and 
crediting Reserve for Depreciation on Writeup Prior Years. 

The net added depreciation for 1949 used in Entry F calculated 
in exactly the same manner as illustrated in the 1948 worksheet expla- 
nation is found to be $3,040. 

Entry G for 1949 will necessitate an adjustment of the restricted 
surplus accounts already on the books from 1948. Following is an 
explanation of the entry as recorded on the worksheet: 


Surplus restricted from 1948 profits $ 4,576 
Surplus restricted in 1948 for prior years 41,787 
Total restricted surplus $46,363 
Amount necessary to be restricted on basis 
of 1949 dollars 39,841 
Amount to be transferred from restricted 
surplus to unrestricted surplus 6,522 
Entry G is then recorded as follows: 
Surplus restricted from 1948 profits $ 4,576 
Surplus restricted in 1948 for prior years 41,787 
Surplus unrestricted $ 6,522 
Surplus restricted in 1949 for prior years 39,841 


Closing entries can then be made as illustrated in the example 
for 1948. Statements prepared from the 1949 worksheet are shown in 
the following illustration. 


X COMPANY 


BALANCE SHEET 
December 31, 1949 


Asseis Cost Basis Current Dollar Basis 
Current Assets 
Cash $ 56,000 $ 56,000 
Accounts Receivable 24,000 24,000 
Inventory 25,000 $105,000 24,000 $104,000 
Fixed Assets 
Building $ 50.000 $125,000 
Reserve for Depreciation 16,000 34,000 40,000 85,000 
Equipment $ 45,000 $ 64,772 
Reserve ‘or Depreciation 32,000 13,000 * 50,881 13,891 
Land 10,000 25.000 
Total Assets $162,000 $227,891 


Liabilities and Net Worth 
Current Liabilities 


Accounts Payable $ 6,000 $ 6,000 
Fixed Liabilities 
Mortgage Payable 30,000 30.000 
Total Liabilities $ 36,000 36,000 
Net Worth 
Capital Stock 40,000 40,000 
Surplus from Price Gain 65,891 


Earned Surplus 
Restricted from 


1949 Profits 7,040 $ 7,040 
Restricted this vear 

for Prior Years 39,841 39,841 
Unrestricted 39,119 86,000 39,119 86.000 


Total Libilities and 


Net Worth $162,000 $227.891 
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Management, investors and other interested parties are de- 
pending upon the accountant to present to them in understandable 
form a picture of the financial condition of their businesses. The 
accountant who fails to recognize in some measure the inadequacy of 
current procedure in a time of fluctuating prices is not completely 
fulfilling this responsibility. Only by adopting the above proced- 
ures or similar ones can the accountant of today present statements 
which will be reasonably complete and adequate. 
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